Margaret P. Grafeld Declassified/Released US Department of State EO Systematic Review 06 JUL 2006 


Message Text 


CONFIDENTIAL 

PAGE 01 LISBON 06739 01 OF 02 131436Z 
50 

ACTION EUR- 12 

INFO OCT-01 10-10 ISO-OO SAM-01 AF-06 AID-05 CIAE-00 
COME-OO EB-07 FRB-03 INR-07 NSAE-00 USIA-06 TRSE-00 
XMB-02 OPIC-03 SP-02 CIEP-01 LAB-04 SIL-01 OMB-01 
EURE-00 TAR-01 AGR-05 NSC-05 SS-15 STR-04 CEA-01 
FTC-01 OPR-02 DODE-OO PA-01 PRS-01 L-03 H-02 SEC-01 
/1 14 W 

122644 

PR 131310ZNOV 75 
FM AMEMBASSY LISBON 
TO SECSTATE WASHDC PRIORITY 4954 
INFO AMEMBASSY BONN 
AMEMBASSY BRUSSELS 
USMISSION EC BRUSSELS 
AMEMBASSY COPENHAGEN 
AMEMBASSY DUBLIN 
AMEMBASSY LONDON 
AMEMBASSY LUXEMBOURG 
AMEMBASSY MADRID 
AMCONSUL OPORTO 
AMEMBASSY PARIS 
USMISSION OECD PARIS 
AMCONSUL PONTA DELGADA 
AMEMBASSY ROME 
AMEMBASSY THE HAGUE 
USMISSION NATO 
USMISSION GENEVA 

CONFIDENTIAL SECTION 1 OF 2 LISBON 6739 

E.O. 11652: N/A 
TAGS: ECON, PO 

SUB J : EMERGENCY ECONOMIC AUSTERITY PROGRAM: COMMENT 

CONFIDENTIAL 

CONFIDENTIAL 

PAGE 02 LISBON 06739 01 OF 02 131436Z 
REF: LISBON 6740 


Margaret P. Grafeld Declassified/Released US Department of State EO Systematic Review 06 JUL 2006 



Margaret P. Grafeld Declassified/Released US Department of State EO Systematic Review 06 JUL 2006 


SUMMARY: GOP EMERGENCY ECONOMIC PROGRAM IS A FAIRLY GENERAL 
STATEMENT, BUT IT DOES PROVIDE SOME INDICATION OF SPECIFIC, 

FUTURE DECISIONS. THESE DECISIONS INCLUDE IN 

CREASED PRICES, A REDUCTION IN REAL WAGES, HIGHER IMPORT DUTIES, 
IMPORT QUOTAS, AND SOME ADJUSTMENTS IN ESCUDO EXCHANGE RATE. 

MANY OF THESE DECISIONS INVOLVE MAJOR POLITICAL QUESTIONS. 

THEIR ADOPTION, THEREFORE, WILL DEPEND HEAVILY UPON GOVERNMENT’S 
ESTIMATE OF POLITICAL CLIMATE. THIS TEMPORIZING PROCESS MEANS 
THAT ECONOMIC DETERIORATION WILL NOT BE REVERSED OVER THE SHORT 
TERM. END SUMMARY. 

1. GOP'S EMERGENCY AUSTERITY PROGRAM, SUMMARIZED REFTEL, IS 
RELATIVELY GENERAL STATEMENT DESIGNED TO GUIDE FUTURE ECONOMIC 
DECISIONS. ALTHOUGH PROGRAM SUGGESTS SEVERAL SPECIFIC MEASURES, 

IT AVOIDS MANY OTHERS THAT WILL BE REQUIRED TO STABLIZE AND TO 
RESTIMULATE ECONOMY. RELUCTANCE TO MENTION SUCH MEASURES IS, AS 
INTRODUCTORY PARAGRAPH STATES, ATTRIBUTABLE TO THEIR SENSITIVITY, 
BUT IS EQUALLY ATTRIBUTABLE TO TWO OTHER FACTORS. FIRST, GOV- 
ERNMENT PROBABLY LACKS CONSENSUS ON SOME OF THE MOST CRITICAL 
ISSUES AND, SECOND, SIMULTANEOUS ANNOUNCEMENT OF NUMEROUS 
AUSTERITY DECISIONS WOULD UNDOUBTEDLY SPARK SHARP CRITICISM FROM 
AFFECTED SECTORS AND FROM POLITICAL OPPOSITION. DIFFICULT POLICY 
DECISIONS ARE LIKELY, THEREFORE, TO BE ANNOUNCED INDIVIDUALLY 
DURING COMING MONTHS. (TWO SPECIFIC DECISIONS HAVE ALREADY BEEN 
ANNOUNCED, I.E., TO INCREASE IMPORT DUTIES AND TO INCREASE GOP 
POWERS TO INTERVENE BANKRUPT COMPANIES.) WHETHER GOP POSSESSES 
DETERMINATION AND POWER TO IMPLEMENT WIDE RANGE OF REQUIRED 
AUSTERITY MEASURES, MANY OF WHICH HAD BEEN PROMISED BY EARLIER 
GOVERNMENTS, REMAINS TO BE SEEN. ITS REPEATED PUBLIC REFERENCES 

TO COUNTRY'S ECONOMIC DISEQUILIBRIUM AND ITS ACKNOWLEDGMENT THAT 
GNP WILL DECLINE 10 TO 15 PERCENT THIS YEAR INDICATE, AT LEAST, 

THAT GOP ECONOMIC LEADERS RECOGNIZE NEED FOR DECISIVE ACTION. 
GOVERNMENT SPOKESMEN HAVE, MOREOVER, USED NATIONAL TV NETWORK 
EXTENSIVELY TO PREPARE PUBLIC FOR IMPENDING HARDSHIPS. 

2. ECONOMIC AUSTERITY PROGRAM IS MARKEDLY REALISTIC IN AMNY 
WAYS. IT RECOGNIZES THAT ECONOMY CANNOT BE REVIVED OVER THE SHORT 
TERM. IT NOTES THAT INVESTMENTS UNDERTAKEN NOW WILL HAVE A DE- 
LAYED EFFECT AND, INDEED, THAT MANY INVESTMENT DECISIONS ARE NOT 
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REALLY READY FOR IMPLEMENTATION. PROGRAM SPECIFIES THAT RE- 
DUCTION IN CONSUMPTION EQUAL TO 10 PERCENT OF GNP WILL HAVE TO 
AFFECT ALL INCOME SECTORS, DESPITE ATTEMPTS TO EASE BURDEN ON 
LOWEST INCOME CATEGORIES. GOP WOULD LIKE TO CUT PUBLIC CONSUMP- 
TION AND, SIMULTANEOUSLY, INCREASE TAX RECEIPTS. SUCH EFFORTS, 
HOWEVER, ARE UNLIKELY TO PRODUCE MAJOR RESULT OVER SHORT TERM. 

IF CONSUMPTION IS TO BE REDUCED, PRIVATE SECTOR MUST BEAR MOST 
OF THE BURDEN. 
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3. DISCUSSIONS WITH GOP OFFICIALS INDICATE TWO POLICY TOOLS MAY 
BE USED TO FORCE REDUCTION IN PRIVATE CONSUMPTION. FIRST, 

RATIONING MAY WELL BE INSTITUTED FOR A NUMBER OF ESSENTIAL ITEMS, 
AND ESPECIALLY FOR IMPORTED COMMODITIES. SECOND, GOP WILL LIKELY 
ATTEMPT TO HOLD NOMINAL WAGES VIRTUALLY CONSTANT, OR REDUCE THEM 
SLIGHLY IN SOME CASES, WHILE IT PERMITS A FASTER RATE OF PRICE 
INCREASE. GOP ECONOMIC POLICYMAKERS APPARENTLY ARE CONVINCED 
THWT HIGHER PRICES ARE NEEDED BOTH TO CUT REAL WAGES AND TO EASE 
FINANCIAL LOSSES OF PRIVATE COMPANIES. 

4. GOP WILL ADOPT SEVERAL ADDITIONAL MEASURES SPECIFICALLY DE- 
SIGNED TO IMPROVE BALANCE OF PAYMENTS. IT IS HOWEVER. RELUCTANT TO 
APPROVE AN OVERT, LARGE DEVALUATION. MANY GOP OFFICIALS, PARTLY 
BECASUE OF CONVICTION AND PARTLY BECAUSE OF TRADITION, ASSERT 
THAT SUCH A STEP WOULD BE TANTAMOUNT TO ADMISSION OF POLITICAL 
FAILURE AND WOULD STRENGTHEN INFLATIONARY PRESSURES WITHOUT CON- 
TRIBUTING SIGNIFICANTLY TO EXCHANGE EARNINGS. GOP MAY ADOPT, 

INDEED IS SERIOUSLY CONSIDERING, A CRAWLING PEG, BUT PROBABLY 

WILL NOT TAKE FINAL DECISION UNTIL IT FEELS ABLE TO ADOPT NECES- 
SARY COMPLEMENTARY ECONOMIC POLICIES. 
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5. IN THE INTERIM, GOP MAY WELL OPT FOR PARTIAL MEASURES THAT 
WOULD, IN TOTO, CONSTITUTE A SEMI-DISGUISED MULTIPLE EXCHANGE 
SYSTEM. IT WILL ALMOST CERTAINLY APPROVE A DIFFERENTIATED ESCUDO 
QUOTATION FOR TOURISTS IN ATTEMPT TO AUGMENT NET EXCHANGE EARN- 
INGS FROM TOURISM. SPECIAL PROCEDURES ARE EXPECTED FOR IMMIGRANT 
SAVINGS, EITHER IN THE FORM OF A CONVERTIBILITY GUARANTEE 
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OR PREFERENTIAL RATES. AGGRESSIVE EFFORTS WILL BE TAKEN TO IN- 
CREASE EXPORTS. ITEMS THAT ARE IN EXCESS SUPPLY, SUCH AS WINE 
AND TOMATO PASTE, WILL PROBABLY BE SOLD WHENEVER POSSIBLE, EVEN 
AT PRICES BELOW THEIR ESCUDO PRODUCTION COSTS, AS OCCURRED IN 
RECENT SALES TO EASTERN EUROPE. IN SUCH CASES, GOP WILL TEND 
TO ABSORB MOST OR ALL OF THE LOSS RATHER THAN PASS IT TO PRO- 
DUCERS. SIMILARLY, GOP MAY ABSORB SOME EXPORT COSTS BY PROVID- 
ING EXPORT CREDITS AND INSURANCE COVERAGE AT FAVORABLE RATES. 

CONSIDERATION HAS EVEN BEEN GIVEN TO SUBSIDIZING INDUSTRIAL 
PRODUCTION. SOME OF WHICH WOULD FIND ITS WAY INTO EXPORT CHAN- 
NELS, IN ORDER TO SUSTAIN EMPLOYMENT BY IMPROVING PRODUCERS' 

FINANCIAL POSITION. 

6. IN ORDER TO CONSERVE FOREIGN EXCHANGE, GOP MAY BEGIN 
TIGHTENING ITS PROCEDURES AND CRITERIA FOR APPROVING REMITTANCES. 

MORE IMPORTANTLY, IMPORT DUTIES WILL BE INCREASED ON ITEMS 

THAT ARE CONSIDERED TO BE NONESSENTIAL. SINCE GOP SERIOUSLY 
CONCERNED THAT SHARP RISE IN DUTIES WOULD REINFORCE INFLATIONARY 
PRESSURES, IT WILL LIKELY RESORT ALSO TO IMPORT QUOTAS. THESE 
QUOTAS WOULD APPLY PRINCIPALLY TO BASIC FOOD COMMODITIES, WHOSE 
PRICE INCREASE GOP WILL SEEK TO RESTRAIN, BUT WOULD APPLY ALSO TO 
INPUTS FOR MANUFACTURES CONSIDERED TO BE OF MARGINAL USE. IN 
THIS REGARD, SPECIAL NOTE SHOULD BE MADE OF THE AUTO INDUSTRY. 

THAT SECTOR WILL LIKELY SUFFER EXTENSIVELY DURING THE COMING MONTHS 
IF GOP, AS IT PROPOSES, RAISES DOMESTIC GASOLINE PRICES, 

EQUALIZES GASOLINE PRICE FOR ALL MILITARY AND CIVILIAN 
CONSUMERS, IMPOSES IMPORT QUOTAS ON AUTOMOTIVE ASSEMBLY KITS, 
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AND RESTRICTS THAT SECTOR'S ACCESS TO DOMESTIC CREDIT. FINALLY. 

GOP HAS INDICATED IT WILL DECLARE ESCUDO INCONVERTIBLE. SUCH A 
MEASURE WOULD, HOWEVER, HAVE RELATIVELY LITTLE ECONOMIC IMPACT 
SINCE ESCUDO IS ALREADY VIRTUALLY INCONVERTIBLE IN 
INTERNATIONAL MARKETS. 

7. ALTHOUGH MUCH OF THE PROGRAM APPEARS REALISTIC, PARTS OF 
IT ARE OVERLY OPTIMISTIC. PROPOSALS TO REOPEN BOND MARKET AT 
THIS TIME ARE, FOR EXAMPLE, HIGHLY IMPRACTICAL. SUCH A MARKET 
SIMPLY COULD NOT FUNCTION IN TODAY'S ECONOMIC-POLITICAL ATMOS- 
PHERE. THE CRISIS HAS CONTINUED FOR TOO LONG AND THE FUTURE IS 
STILL TOO UNCERTAIN FOR INVESTMENT CONFIDENCE TO BE REESTABLISHED 
OVER THE SHORT TERM. GOP MUST FIRST IMPLEMENT NUMEROUS 
DIFFICULT DECISIONS AND POLITICAL/ECONOMIC SYSTEM MUST DEMONSTRATE 
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ITS STABILITY AND DURABILITY BEFORE PUBLIC CONFIDENCE WILL RETURN. 
GOVERNMENT SPOKESMEN ACKNOWLEDGE THESE FACTORS, BUT HAVE NOT 
ACTED TO IMPLEMENT THEIR BELIEFS. 

8. THIS DISCREPANCY BETWEEN THE BELIEFS AND ACTIONS OF ECONOMIC 
LEADERS RESULTS FROM THE SEVERE POLITICAL CONSTRAINTS ON GOP 
ECONOMIC DECISIONS. ECONOMIC POLICYMAKERS REALIZE THAT THEIR 
DECISIONS IMPLY A SHORT-TERM ACCELERATION OF INFLATION, A FALL 
IN CONSUMPTION, A LOSS OF WORKER CONFIDENCE, A RISE IN UNEMPLOY- 
MENT AND, POSSIBLY, SPOT SHORTAGES OF ESSENTIAL COMMODITIES. SUCH 
DEVELOPMENTS WOULD FEED POPULAR DISCONTENT AND FACILITATE 
CRITICISM FROM THE POLITICAL OPPOSITION, CRITICISM THAT GOP CAN 
HARDLY AFFORD TO DISREGARD. INDEED, EMERGENCY PROGRAM'S FAILURE 
TO DEAL DIRECTLY WITH NEED FOR GREATER INDUSTRIAL EFFICIENCY 
PROBABLY REFLECTS CONSCIOUS DECISION TO AVOID EXTREMELY SENSITIVE 
POLITICAL ISSUE. OPPOSITION TO AUSTERITY MEASURES WILL, NEVER- 
THELESS, MOUNT. GOP WILL LIKELY RESPOND BY INSISTING VEHEMENTLY 
THAT PRESENT HARDSHIPS ARE DUE TO POLICY FAILURE OF EARLIER 
GOVERNMENTS AND THAT CURRENT TRENDS, IF NOT ALTERED, WILL LEAD 
ONLY TO NATIONAL BWNKRUPTCY AND A RIGHTIST DICTATORSHIP. 
SIMULTANEOUSLY IT WILL ATTEMPT TO REMOVE GOVERNMENT BUREAUCRATS 
THAT IMPEDE, IF NOT OUTRIGHTLY OBSTRUCT, DECISION PROCESS. 

9. IN FINAL ANALYSIS, HOWEVER, GOP WILL TEND TO TAKE DIFFICULT 
DECISIONS CAUTIOUSLY, CAREFULLY WEIGHING POLITICAL SYSTEM'S 
ABILITY TO ABSORB ADDITIONAL TENSIONS. ITS FIRST PRIORITY WILL 
LIKELY BE TO ORGANIZE AND IMPLEMENT MAJOR INVESTMENT PROGRAMS, 
LEAVING OTHER, LESS PRESSING QUESTIONS FOR SUBSEQUENT 
TREATMENT. THIS PROCEDURE MAY AMELIORATE SOME OF THE SHORT TERM 
POLITICAL REACTION: IT MAY ATTENUATE SOME OF THE SHORT-TERM 
ECONOMIC HARDSHIPS AT THE EXPENSE OF EXCHANGE RESERVES AND 
DOMESTIC PRODUCTIVITY. IT WILL, HOWEVER, DELAY ECONOMIC 
RECOVERY. 
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